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not cause them to change. Hence the effect of FAS 106 on output prices is confined

to the regulated sector, and we estimate its effect on the rate of growth of GNP-PI

to be less than 0.12 percent per year.

II. BACKGROUND

In December 1990, the FASB issued a formal statement, "Statement of

Financial Accounting Standards No. 106· (pAS 106), acknowledging tbat the provision

of other post~employment benefits (OPEBs) is a form of deferred compensation and

that accounting for OPEBs should be changed from a cash to an accrual basis. Cash

accounting, which recognizes OPEB costs only when they are paid to retirees,

understates current cost~ and overstates future costs of employing any individual worker.

If the prices of a regulated firm are set to recover book costs. cash accounting for

OPEBs can lead to an intertemporal subsidy in which current ratepayers pay less than

the true cost of service and future ratepayers pay more.

Implementation of accrual accounting for OPEBs in 1993 means that going

forward. the OPEB liabnity will be recogni%ed on the books of the company when the

liability i~ incurred (i.e.. while the employee is working and qualifying for the benefit)

rather than when the liability is actually paid (after the employee retires and receives

medical. dental, or life insurance benefits covered by the planV This liability will

have several components. First, companies must account for the actuarial present value

2Jn addition. FAS 106 requirC6 that the uarccoplizcd ICClmulatcd liability to active and retired
workers for OPEB" be rctOgn17.ed cilbcr in 1993 Or amortized ovcr an lc.ceplable time period.
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of future OPEBs that are associated \\ith employees hired prior to 1993. For many

companies, this liability is 8 large fraction of their net worth: thus FAS 106 permits

companies to amortizc this liablJity ovcr a period not to excecd 20 years. Second,

companies must recognize the expected prescnt value of OPEBs to which active

employecs become entitled in a given year. Annual interest on the entire OPEB

obligation is In additional expense to be recogni%ed under accrual accounting for

OPEBs. Finally, accrued costs are reduced by the actual return on qualified plan

assets.

This change in accounting costs for OPES, raises the following regulatory

question: With the adoption of FAS 106 by the FCC, what is the appropriate

regulatory treatment under the price cap plan of the change to accrual accounting for

OPEBs?

III. THE nJEORETICAL BASIS FOR EXOGENOUS COST TREATMENJ'

In this section, we show how a ~adjustment should be calculated in the

price cap formula given that the fmn has experienced an exogenous change in costs

for which Z treatment is appropriate. To understand how Z should be measured, we

must understand where the annual price cap adjustment formula comes from and what

it is supposed to accomplish.

The purpose of the annual price cap adjustment is to' insure that if the

regulated firm meets its productivity growth objective, its adjusted revenues will just

track its costs evcry year, whatever the level of inflation happens to be. In the FCC
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price cap plan {or Tier 1 LEes, we fix a productivity target X, annually observe

inflation measured by GNP.PI, and calculate Z-adjustments whenever appropriate so

that if the productivity objective is met, the allowed change in the regulated firm's

price will be close to its change in easts. Thus, OUf explanation begins with the total

factor productivity (TF'P) growth objective for the regulated firm, dTFP, which

represents the annual year~over-year percentage growth in the regulated firm's n:'P.

From the productivity growth target and the objective of having revenues track costs,

. we derive below the annual price cap adjustment formula used in the FCC price cap

plan. Once we know how tbe variables GNP-PI, X and Z in the plan are derived

and what they a,re supposed \0 measure. we can interpret them in the conteXt of FAS

106 accounting changes.

A. Price Cap Theory'

A basic identity in economic theory states that the rate of growth of 'IFP

is equal to the difference between the rates of growth of the firm's input prices and

output prices.A Applying this rule to the regulated telecommunications firm, we write

dp. • dw - dTFP

where dp. represents the annual percentage change in the telecommunications firm's

output prices, and dw represents the annual percentage chanic in its input prices. To

'The price cap plan for Tier 1 LEes includu • ractor that lecounts Cor DOD-UaffiC sensitive cost5.
We ignore this lerm in our dheusskm, since it ia Aot part or the theorclic;al basis for price caps.

"We show this formally in the Appeadix.
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raise or lower the firm's output price in order to track exogenous changes in cost, we

write

(1) dp • dw - dTFP + Z·

where tIp represents the annual percentage change in the telecommunications firm's

output prices adjusted for exogenous cost changes, and Z· represents the unit change

in costs due to externai circumstances.s Thus, to keep the revenues of a prlce cap

regulated firm equal to its cOsts despite inflation, the price cap formula should

(i) increase the firm's output prices at the same rate as its input prices less the target

change in productivity growth, and (if) directly pass through exogenous cost changes.

Equation (1) looks a great deal like the annual adjustment equation in the

FCC price cap plan: the allowed price change for the firm is set at a measure of its

input price change less its TFP growth adjusted for exogenous cost pass-throughs. If

GNP-PI were taken as a measure of the frrrn's input price growth and X were the

firm's TFP growth target, equation (1) would indeed be the same as the price

adjustment formula (apart for the adjustment for nontraffic sensitive costs). However,

there arc two errors in this interpretation:

1. The GNp·PI is a measure of national output price growth,
not input price growth. So even if the regulated firm is
a microcosm of U.S. industry, GNP·PI is not an
appropriate measure of its input price growth.'

2 X in the price cap plan is a target TFP growth rate for
the regulated firm relative to U.S. industry as a whole (or

SNOlC lbal r an be positive or negative.

'Rc:calJ that input price grO'Nth differs from output price &rowth by the craMb in 'I"FP. Only if
DTPPM \VCft: 0 could GNP·Pi be I good meuure or Dational input price grooMh.



CAMBRIDGE MA NERA TEL:16176210336

- 7 -

Apr 15 92 19:02 No.Ol? P.10

relative to the lFP growth already embodied in the
GNP-PI). The change in lFP in equation (1) is the
absolute TFP growth for t.'e regulated firm. Again, unless
U.S. TFP growth is 0, X is not equal to dTFP.

To get from equation (1) to the price adjustment formula, we must compare

the productivity growth of the regulated firm witts the productivity growth of the U.S,

economy. The reason for this comparison is that it is difficult to mea.~e input price

growth objectively. 1n particular, no competent pany outside of the industry. such as

the Bureau of labor Statistics or the American Productivity center, maintains an index

of telecommunication., input prices. However, by comparing productivity growth of the

firm with that of the U.S. economy, the c1ifficult measurement of input price growth

can be avoided.

For the U.S. economy as a whole, the existence of effective competition

implies that there are no long run excess profits. so the relationship among input

prices, output prices. productivity, and exogenous cost changes can be derived for the

nation as a whole in the same manner as it was derived in equation (1) above:

(2)

where dpN is the annual percentage change in a national index of output prices; dw H

is the annual percentage change in a national index of input prices; dTFp H is the

annual change in the economy-wide total factor productivity, and Z·N represents the

change in national output prices caused by the exogenous factors included in equation

(1). If we subtract equation (2) from equation (1). we see that

dp - dpH = (dw - dw"l - [dTFP - dTFPNj + [Z· - Z·';.
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(3)

Equation (3) is the theoretical equivalent of the price adjustment fannuia. The anowed

price cbange for the regulated firm for a particular year is pven by:

J. the rate of inflation of national output prices dpN, (GNP.PI),

2. Jess a fixed productivity offset, X, which represents a target productivity
growth differential between the regulated firm and the U.S. economy,'

3. plus unit exogenous cost changes, written as the difference in tbe unit
costs of the exogenous change between the regulated firm and the U.S.
economy.

Simple algebra translates equation (3) into the formula that appears in tbe price cap

plan (again, apart for the adjustment for non-traffic sensitive costs):'

(4) R, a: R,-J X [ J + GNP-PI - X] of- Z

where Rt represents the regulated fmn's revenue in year t using base period quantities.

In words, the change in the regulated firm's output price that will just track

the change in its costs. whatever the level of Inflation, is equal to (i) the change in

a national index of output prices, less (U) the difference between the change in total

factor productivity for the telecommunications firm and for the nation as a Whole,'

"This differentia1 is equa1 to the difi'ercDcc betweea thc finn and US. TFP growth rates ollly if' the
ratca of input price grOVr1h are the ame for the rum and the nation: Le., if' dw • ~. Evidence
support.iq Ibis UlWDption was preselued by Dr. LaurilJ QrWe.meD in Appendix F of AT&T'. CommCllts
in rc:aponsc to the: FCC', .tU!tiee of Pto.PSlSed BuJemakin,iD CC Docket 87-313, rUed October 19, 1987.
According to Dr. Christensen', c:a1culations, input COlt infiatloa for the Belt System and for the total u.s.
private dOJneltit economy averaged ~.s% and ~.6% reipectiYely Cor the yem 1948 through 19'79.

'The equivalence of equations (3) and (4) are shown in the Appendix to this paper.

'Adjusted lor possible differences bctWCCD input price growth ratea for the firm and tbe llatioD.

n/e,r,a
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plus (iii) the difference between the effect of cr.ogenous changes on the casts of the

telephone firm and on the costs of the nadon as a whole. This equation is the

foundation of the price adjustment formula in the FCC price cap plan. In this plan,

GNP·PI and Z are measured annually, but X is fIXed as the target amount by which

the firm's TFP growth should exceed U.S. TFP growth. If the firm exceeds ft.c;

productivity target, revenue growth will exceed cost growth and the firm will make

higher profits. )( the firm falls shon of its productivity target, revenue growth will fall

short of cost growth and profits will fall.

B. MeDunlln&: Cost Chan. In tbe Price Cap FonDP)'

Changes in the method of accounting for OPSB~ will result in large changes

in accounting costs. However. accounting costs arc different in principle from

economic costs. In this sectfollt we examine the effects of a change in accounting

costs (such as the adoption of accrual accounting) on firms in tompctitivc markets and

on regulated fIrms.

The single most critical economic fact in this case is that costs recognized

under FAS 106 accmal accounting for OPEBs reflect economic costs. Costs recognized

under cash accounting for OPEBs do not10 Two important consequences follow from

this fact. First. in unregulated markets, prices already reflect the economic costs of

SOAccrual aecoUGtias Cor OPEBs estimates the prcseDt vallie of ahe liability (or current ,cmces
rendered by an employee in • givu year. To mCUIlfC. the labor c:omponcDl of incrCl1lental cost <for a
ICI'Vicc). oac would c.JeulalC the increase i.a penoa.hours «(or dill'erem typcI of labor) CI\IICd by a
h)'J'othetical increl~ in demand. Eaeb lcidlUoul pencm-hour woulcl acid. to the total cost of the firm,
11\ amOllat equal to tM lum or wapa and bcucl'JU. The COil of addiUanaJ beDcfils to the firm taUllCd

by the additional pcflOn·hour is lhe pr~l wlue of the liability that the firm expects to pay at IOlI1e later
date. That p~lIr value Is the cost catimllcd by .a:rual acc:ouGUIlg methodL
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OPEBs. and the change from cash to accrual accounting will have no effect on prices

in those markets. Sec::ond. in regulated markets where prices are based on accounting

costs, prices do not reflect accrual accounting for OPESs, and thus do not reflect

economic costs for services. When adopted for ratemaJdng purposes, the change from

cash to accrual accounting in regulated markets would move prices towards economic

costs and would remove the intergenerational inequities embodied in the current price

structure.

1. Utility Prices Should Ret1ect Economic Cost.

There is general agreement among economists and regulators that public

utility prices should be based, to the cxtent possible, on economic costs. To an

economist. such price!'i are desirable because they promote economic efficiency. To a

regulator, cost-based prices tcnd to be just and reasonable because they insure that

customers pay their own way, in the sense of paying at least as much for the

additional service they demand as it costs to produce that additional service. Previous

FCC actions (e.g., the transition towards flat-rate recovery of interstate non-traffic

sensitive costs) are consistent with this pricing objective.

Moving current prices towards current costs increases efficiency and reduces

an intergenerational inequity. This inequity stems from regulatory practices that

inappropriately defer cost recovery into the future, reducing current prices below

current economic costs while raising future prices above future economic costs. Such

practices include cash accounting for pensions or OPEB~ and the use of overly long

depreciation lives instead of economic depreciation Jives for capital recovery. The
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resulting prices are inequitable because future ratepayers Me burdened with the cost

of services consumed by current ratepayers. They arc also inefficient because

(0 ratepayers never face proper incentives for choosing among services, and (ii) utilities

never faee the same costs of providing OPEBs as unregulated firms.

Under the FCC price cap plan, the iuJtial rates are taken to be just and

reasonable. The FCC observed in its Second Report and Order. CC Docket 87-313,

(October 4, 1990):

•_.LEe interstate access rates, as they existed on July 1, 1990 and
were adjusted by an Erratum, (footnote deleted] are the most
reasonable basis from which to launch a system of price cap
regulation." p. 97.

These initial rates reflect cash accounting for OPEBs. Thus, the price cap index must

be adjusted to align prices under price caps with economic costs.

2. Accrual Accounting Costs for OPES. Are Economic Costl

The economic costs of hiring an additional worker are given by the sum of

wages paid and the present value of expected pension and OPEB expenses for that

worker. OPED expenses measured under cash accounting are of no use to a manager

trying to decide how many workers to hire or what mixture of sa1m)' and benefits to

offer. They are irrelevant because expenses for OPEBs under cash accounting are

determined by the medical experiences of people who are not currently working. In

. unregulated markets. managers hire workers until the value of the additional output

of the last worker just equals the additional cost of hiring that worker. The cost of

hiring a worker is the sum of the costs of wages, pensions, and OPEBs. Competitive
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pressures prevent managers from treating the costs of pensions and OPEBs as anything

other than the present value of the expected cost of that benefit.

3. Prices In Unregulated Markets·Renect Accrual Auountlnc Cor OPEDs

In economic theory, a firm that used cash accounting for OPEBs in making

decisions could not survive in competitive markets. Today-when cash accounting costs

for OPEB are low-the firm would hire too much labor, include too large a component

of OPEBs in its compen.~ation offers to prospective employees, and price iu products

below their profit.maximizing levels. In the future-when cash accounting costs for

OPEBs are high-the firm would hire too little labor, include too small an OPEB

component in it~ compensation mix, and price its product above the tmc profit­

muimizJng level. As competitive forces move prices towards incremental cost, prices

could no longer reflect cash accounting for OPEBs.

Even in unregulated but non-competitive markets, output prices would still

reflect accrual accounting for OPEBs rather than cash accounting. An unregulated

monopolist that used cash accounting for OPEBs in making decisions would also hire

the wrong amount of labOT, offer an inefficient mix of wages and benefits, and price

its product incorrectly. If unregulated monopolists manage their affairs so as to

maximize economic profits. their input decisions and output prices will reflect accrual

accounting for OPEBs. Thus a change in accounting standards from cash accounting

to accrual accounting for OPEBs should not change prices in unregulated markets,

irrespective of the degree of competition in those markets.
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Empirically, there is abundant evidence showing that shifts in accounting

standards have negligible effects on firms in unreaulatcd markets. A search of the

empirical literature (see Section IV) examining the effects of the 1987 FASB change

in the method of accrual accounting for pension benefits revealed no evidence linking

stock prices and pension accounting changes. Thus in unregulated markets, additional

OPEB accounting costs have been recognized by the corporations in prices and by

financial analysts as a liability of the finn. The accounting recoanition of these costs,

therefore, has no impact on ~hc financial situation of the finns. Accounting costs,

however, have determined~ for regulated rums, from which we conclude that

OPEB expenses are currently (before adoption of FAS 106) treated differently for

pricing decisions by managers of regulated and unregulated firms.

4. cash Accountlna for OPEBs Distorts Competition In Labor aDd
TeJecommunlcaUonl Senice Markets

Regulated and unregulated firms compete for workers in the labor market.

and with prices set by cash accounting for OPBBs. regulated firms lace different

incentives to offer wages, pensions, and OPEBs to workers than those of unregulated

firms. With competition for telecommunications services. the consequences of this

distonion are even greater. Price limits for regulated firms in competitive markets

today arc set through a price cap formula whose starting point was based on cash

accounting costs for OPEBs. Competitors' prices arc determined by their economic
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costs which include OPEB costs as measured by accrual atcOlJnting. \I As interstate

access services become more competitive. it is essential that regulatory distortions in

pricing be removed.

While any departure from economic casu sends the wrong signals to

ratepayers, the adverse consequences are much greater when a utiJfty face.'\ growing

competition. In the case of a monopoly utility, the inappropriate deferral of cost

recovery produces prices that are too low early on, but too high later. These price

signals win cause too much service to be consumed in the earlier period and too little

later on. However, for the amount of service provided in each period, there is no

reason to believe that the utility'S incentives to produce efficiently are distorted.

When regulated markets are opened to competitive entry, the inefficiencies

from inappropriate timing of cost recovery become more important. There 8re two

rea.C\ons for this observation. First, since true economic costs play a crucial role in the

terms and conditions for competition, any deviation from true economic cost in the

measurement of the incumbent utility'S cost can distort the competitive process. For

example, if the price floors for competitive services are based upon inappropriate cost

recovery assumptions, they could be too Jow in an early period and too high later on.

Such an outcome could frn&trate the objective of the most efficient firm being able to

provide competitive services.11

IJTbls phrase should not be lakczs to imply that PacifIC BeD', competitors. will quickly move to funcl
OPEBs or to change their prices wIlczs they cbu&c their accolIDtiDg. Ie UDtcgulalcd markets. priees are
set by the market and by the level of "ADpmis costa. In'CIpccdvc or aCCOUJlUnc CODVCDtiOns, economic
forees will drive the (lim·, prices towards I level COllsutcDt with accrual accounting for OPE&.

120rhe ine:remcnt.aJ c:oA lor a gM:1l scmcc iDdaclcs .. & labor c:ompoDCJlt, the ac:aucd OPEB
expeues associated with the labor Deeded to provf~ that service. but it does not include &Dr or the
hlstorltal costs that arose from deferring r«OYCf)' or COla 11Ioc:ialed with prcvioudy prcwidcd 6cmc;a.
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Second, with competition and incentive regulation, the FCC can no longer

guarantee recovery of deferred costs. In particular, the utility is at risk for the

recovery of the historical liability under incentive regulation. Failure to adjust price

ceilings to offer the utility the opportunity (1) to cover these historical costs and (2)

to recover the economic costs of ongoing operations under competition raises the rca]

possibility that the utility wm never fully recover legitimately incurred costs of service.

S. ConclusIon

To have a perceptible eeonomlc effect, an accounting change must cause a

change in some prices in the economy. In competitive markets. prices arc detcrmined

by thc interaction of customer wants (demand) and costs of production (supply). A

change in accounting convention clearly has no effect on customer demands. If

accounting changes arc to affect prices at all, they must affect the economic cost of

producing goods and services and thus tbe amount that firms are willing to supply at

a given price. Economic theory teaches that IJrIIlS make supply decisions on the basis

of economic costs, not accounting costs. When a profit·maximizing firm decides

whether or not to hire an additional worker. it wei&hs the value of the additional

output the worker produces against the additional cost that hiring the worker entails.

If the compensation package for a worker includes OPBBs, a profit-maximizing firm

would include the expected present value of OPEB casts as a cost in its hiring

decision. A firm which ignored OPEB costs would hire too many workers and would

experience higher than minimum costs in the long ron. A competitive firm that made

hiring decisions based on cash accounting figures (or OPEBs would hire too many

workers today (when its pool of accumulated retirees with OPEBs is small) and too
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few workers later (when its annual casb OPBB obligation is large). Competition in

tbe market-particularly entry from profit.seeking firms·..<fri\'es prices towards economic

costs which in turn forces high cost firms to leave the market. ThUs, in competitive

markets, the firm's supply curve-the amount of goods and services it is wilJing to
-

produce for 8' given price-must reflect the economic cost of OPSBs regardless of their

accounting treatment. A change to accrual accounting for OPEBs would have no

eCCect on output prices in competitive markets: effectively, the accrual has already been

. recognized by the market and is reflected in the market price. A 6imilar analysis

shows that accounting changes would have no effect on non-competitive (but

unregulated) markets,

In regulated markets, however, accounting ebanges can have significant effects

on prices. The essence of the regulatory process is a connection between recognized

or adopted accounting costs and prices paid by ratepayers. A rate-of·retum regulated

firm is entitled to an opportunity to recover its recognized accounting costs plus a fair

return on its investment. In the interstate jurisdiction-and most other regulatory

jurisdictions-cash accounting has been autbomed by the Commission for OPEB

expenses. In contrast with unregulated markets. there are no forces at work in

regulated firms that require managers to recognize economic costs. .Thus, the regulated

prices which began the price cap regime for Pacific Bell were based on cash

accounting for OPEBs.

However, Pacific BeU's liability for OPEB benefits was being created while

employees worked, not when they retired-just as in unregulated markets. Cash

accounting resulted in prices which were equal to a measure of cost of service which
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understated the true current cost of using an employee to provide service. Only when

that employee retired and began using benefits, would cash accounting begin to

recognize those costs. Thus, the C'ment cash accounting treatment for OPEBs leads to

intertemporal inequities in regulated markets in which future ratepayers will pay a

pordon of the costs of providing current services.-

Adopting FAS 106 and recognizing the difference in costs as an exogenous

cost change would lead to the same price level that would have occurred if PAS 106

had been adopted before the beginning of price cap regulation. If PAS 106 had been

adopted while the industry was subject to rate of return regulation, the initial levels

of prices for price caps would have been set at a level to recover the amortization of

the historical liability for OPEBs prior to 1993 and the ongoing expense for OPEB

liability incurred in the current year. In addition, 5ince earnings arc mearored with

respect to accounting costs, if FAS 106 had been adopted before the beginning of

price caps, measured earnings {or sharing with ratepayers would reflect economic costs

of OPEBs. Thus the prices (and measured costs) that would exist today if accrual

accounting for OPEBs had predated price cap regulation can be attained by adopting

an exogenous cost chang~ for PAS 106.

In summary, competitive forces drive prices towards economic costs, but

regulatory ratemaJdng sets prices using adopted accounting costs. In unregulated

markets, prices already reflect accrual accounting costs for OPEBs because those are

the actual economic costs. However, prices in regulated markets have been (and arc

currently) set to recover cash accounting costs for OPEBs, not accrual accounting costs.

Prices of rate-of~retum and price-cap reaulated finns thus entail an intertemporal
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misallocation of costs in which future ratepayers pay a portion of the economic costs

of cutrent serviccs. To oorrcct this inequity, the accounting costs of the regulated

firm-and its prices-must be adjusted to recover each year's economic costs as they are

incurred and to amortize as quiclcly as possiblc tb~ accumulated liability for past years'

OPEBs. For price-cap fl'gulated firms, a Z-adjustment must be made to the price cap.

Subsequent to adoption of accrual accounting by the FCC, if no price cap changes

wcre allowed, (i) the intertcmporal cost misallocation would continue, and (ii) the

sharing mechanism would incorrectly transfer funds between shareholden and

ratepayers. A Z.adjustment would also lead to the same level of prices that would

prevail had accrual accounting for OPEBs been adopted prior to price cap regulation.

C. Exogenous Colt Changes In the Price Cap Fonuula

In its decision implementing price cap regulation, the FCC recognized the

need to adjust the price cap to reflect exogenous cost changes.u The definition of

an exogenous cOst change was given in the decision:

IIExogenou§ costs are in general those costs that are triggered by
administrativc, legislative or judicial action beyond the control of
the carricrs...Thcsc costs are created by such events as separations
changes; USOA amendments; changes in transitional and 19n9 term
support; the expiration of amortizations; and the reallocation of
regulated and nonregulated costs. IIU

IJFcdcral Commuwtions Commission. Second Report and Ord=-. CC Docket 87-313, released
Odokr 4, 1990, pgh. 166.

I~.
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The adoption of FAS 106 is a change in accounting procedures. aDd the FCC price

caps decision recognizes such changes as exogenous events:

•OumSe5 in LBC costs that are caused by changes in Part 32 of our Rulcs,
the Uniform System of Accounts (USOA). will be eonsidered exogenous.
We make this clusific:ation on the basis that such changes are imposed by
this Commission and are outside the cpntrol of carriers.•1$

From the perspective of an economist, a Z-adjustment that changes prices

for price-cap regulated firms to reflect accrual accounting costs for OPEBs promotes

economic efficiency because it moves prices towards economic costs. However. cbanges

in wages (for example) for a regulated firm represent changes in economic costs. and

yet few economists would recommend that wage changes be accorded Z factor

treatmcnt.a6 In what sense then is the cost change from adoption of FAS 106

different from the cost change from a (hypothetical) wage increase?

Like wages, OPEBs are an element of the compensation package for workers.

and Pacific Bell has roughly the same ability to raise or lower OPES expenses as it

does to raise or lower wages." What is beyond the control of the firm are (i) the

change in accounting standards, and (ii) the build-up of an historical liability that has

resulted from cash accounting in the past. Changes in accounting standards clearly

have nothing to do with Paclfic BeJl management, and the historical liability represents

deferred compensation earned by its employees for services rendered in the past.

1JJ.b.id. Feb- 168 ((oOIDOlea omiued].

"If chaRIC& ill WlJC5 could be pusecl through to ratepayers by meln' of a Z.adjuWDcnt, the
regulated rum would have little itlccntive to c:oauol the wagC5 it paya.

I?Thii ability is, of c:ourac, not unlimited. Pacific hb'Cl worken in compcti\lve labor market&, and
chuges in OPJ!B beaeliu afi'ca iu ability to attrlc:t and malotain Ita workforce.
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To understand how these accounting chL\l)gc~ Jihould be trea.tcd under price

caps, it is useful to separate the OPEB expense under accrual accounting in any year

into two parts:

1. the amortization of the embedded _OPED UabiUty as of
1993, and

2. 1he on-going accrual associated with current year
~mployees.

Thus the dfHerence between expenses under accrual and cash accounting tan be

\isualizcd as having two parts: the amortization of the embedded liability plus the

difference between accrual exp~nses for current operadons and cub-based accounting

OPBB expenses.

The proposed 15 year amortftation of the embedded liability can be correctly

treated as a pair of Z-adjustments,U just like any other amonization (e.g.. inside wire

and the depreciation reserve deficiency in the FCC price cap plan). The costs in

question have already been incurred, and the liability has been quantified.

The second component of the difference in expense streams can be

calculated as the difference between OPEB cosU associated with current operations and

cash·based accounting OPEB expenses. By managing its operations prudently after the

one-time 1993 Z factor adjustment, the firm can attempt to control the acaual for

OPEns-just as total OPEB expenses under cash accounting have been treated as

endogenous expenditures under the price cap plan. If changes over time in this

JlODe Z.adjDstmenC would be made in 1993. ud aD oft'settiD, z.ldjustment wouJcl be made fiftee.a
years later wbcD the amortizatiOJl expires.
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difference were passed through as annual Z-adjustments, the firm's incentive to manage

its OPEB costs prudently would be diminished.

The proposed Z.adjustment in the price cap aligns rates Iud costs as if price

caps had b~en implemented with prices set using a~crual accounting lor ~PEBs. That

one-time change adjusts for the fact (recognized exogenously in FAS 1(6) that the

prices under which price: caps were implemented did not reflect tbe true economic cost

of OPEBs offered to workers up until that time. After implementation of the Z {actor

adjustment, OPEB expenses would again be under management control Just like wage

expenses. Thus adoption of FAS 106 aligns accounting costs and economic costs, and

Pacific's proposed Z-adjustment would align its initial prices with economic costs.

With initial rates set at their appropriate level. Paclfic Bell's management

would then have the incentive to manage OPEB expenses in the same manner as all

other costs.1t All else equal, if OPES costs increase, Pacific BeU's earnings would

decrease. and vice-yersa. These are the ·same risks and incentives faced by firms in

unregulated markets which compensate workers with similar packages of wages,

pensions. and OPEBs. Z factor treatment for FAS 106 cost changes would not

diminish the incentives of the firm to control its OPEB expenses. Thus, from an

economist's point of view, FAS 306 cost changes meet the test for exogeneity as used

in the theoretical derivation of the price cap fonnula.

''In this cease, PAS 106 COlt chaages arc Iimilar to scpuatioas cost Qallge6, whieh uc the
prototype example of an CXOICDOUI CC5l chop. Both t)pcI of c:baD8CI arc chuges in accounting COlts,
not economic costs. 10 both ealC~ the rum CID coauol future expcnditurea. Noaethclcss, scparatiol1l
chaDgC$ are treated as exo,CJ201lS CO£! cblllgCS because tbey "able the replator to change prieer. in
different jurisdictioDs.

n·e!rra
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In this sense, F'AS 106 cost changes are similar to separations cost chanaes,

which are the prototype exampie of an exogenous cost cbange. Btlth types of changes

are changes in accounting costs, not economic costs. In both cases, the firm retains

some control over future expenditures. Nonetheless, separations changes are treated

as exogenous cost changes precisely because they enable the regulator to change prices

in different jurJsdictions:

-._we wlll require an exogenous cost adjustment for changcs in
interstate costs for LECs that are caused by changes in the
Separations MaDual. As we =J)lained in the Second Further
Notjce. these changes arc imposed by resulators and are outside
the control of the carriers...RegulatoJ')' decisions tbat are designed
to produce just and reasonable rates must affect the cap in order
to en.~re that the system results in rates that are just and
reasonable._20

In the case of OPEBs, the FAS 106 accounting decision must affect the cap in order

to ensure that the price cap is based on economic costs.

D. AP»lylne the Pdce Cap Formula

How should the Z.adjustment for the clllmgc to accrual accounting f(jr

OPEBs be calculated in the price cap formula? For the replatcd firm, the difference

in )993 expenses undcr FAS 106 and under cash accounting for OPEBs should be

estimated and expressed as a fraction of the total annual revenue requirement. For

the U.S. economy. a similar calculation should he made for those markets in which

accounting cost changes wfll lead to price changes which. in turn, will affect the growth

"1eoond Report and Qrder, CC Docket 87.313, released Oc:tobet 4, 1990. pgb. 167.
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of GNP·PI. The difference between these effects determines the 1993 Z.adjustment

under price caps.

There are several ways in which this simple calculation may appear to

overstate the price change required to pass through the cost changes stemming from

the FAS 106 accounting changes. First, to the extent that FAS 106 changes affect all

U.S. firms, there may be some change in the GNP-PI associated with FAS 106, and

simply flowing through the firm's cost change would result in double-counting. The

derivation of equation (4) presented above makes it clear that only the difference

between the effect of FAS 106 on Pacific Bell costs and on U.S. average costs should

be passed through as a z.adjustment.21 The rest of the cost change stemming from

FAS 106 would be recovered from the assumed change in GNP·pt2J

A second apparent double-counting stems from the presence of prices of

medical services as a component both of GNP-PI and of Z, the firm's expected change

in costs stemming from FAS 106. If 8 Z.adjustment is made in 1993 (for example)

50 that the price cap reflects accrual accounting for OPBBs, that Z.adjusuncnt will

become pan of the price cap that will be adjusted every year by GNP-PI • X. Since

the OPEB Z-adjustment already includes expected medical inflatiollt one might think

that the Z.adjustment should not be corrected in every future year for inflation.

Possibly it should be isolated from the price cap index in the future. &0 that.

• aJThat is. if aD exogenous eYeDl1cd to a 1 Fc:eD\ redUcUOA in GNP·PI aDd a 4 perCCDl reduction
In tc1e)\hooe company. costa. the appropriate z""dju.umeJU would be a 3 perc:eDt reduction in price.

22 We ahowed .bove that the chazIgc to ac:cruaJ IcanmtillJ was already rcfIeded in prices for
competitive markets. The lmpae:t 01 PAS 106 OD output price_ ia Ihe CCODomy \¥ill be approximately zuo.
Thus the approprialC Z.adjustment {or the regulated firm will be approximat.c1y its iDa-ca5e iD. &ccouatiag
txpClUC$.
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effectively, it would not he multiplied each year by {I + GNP-PI - X]. But that

would be wrong.

The actual OPEB cost incurred in 1993 .h a function of future medical

prices. If tbe OPEB z..adjustment were made correctly in 1993, it would raise the
-

price cap to the level it would have attained if Pacific BeD had been under accrual

accounting for OPEBs all along.~ Because the Z.adjusted price cap in 1993

represents actual costs in 1993. it follows from equation (4) that all pam of the 1993

price cap must be multiplied by [1 + GNp·PI - Xl in 1994. or prices wm no longer

track costs, assuming that the productivity objective of X is met.

A common error is to examine the price cap adjustment formula and

conclude that the GNP-PI term compensates the regulated finn for inflation in the

price of its inputs, including medical services to retirees. If that were the case. then

compensating the firm for inflation of its 1993 OPEB Z.adjustment might appear to

be double-eounting. However, the role of GNP-PI in the price cap adjustment formula

is JlQ1 to measure and compensate the firm for input price increases. Rather, GNP-PI

is a measure of national output price increases, and the price cap adjustment equation

assures us that jf the firm meets its productivity target, its output price wiJl have to

be multiplied by [1 + GNP-PI· Xl every year to keep prices equal to costs.

In summary, while compensating the regulated firm for changes in cost due

to adoption of accrual accounting for OPEEs might at first give the appearance of

double-counting in several ways, it does not.

:nApart Crom amortizing the historical liability.
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1. The switch to accrual accounting will affect the GNP-PI, but we showed
that tbt- formula compcJWl~ the finn for the differenCt; between tne
effect of the accounting change on its prices and the GNP·PI.

2. The Z.adjustment is based on forecasts of future medical inflation, 50
adjusting the aPEB Z.adjustment compon~nt of the price cap for
inflation in future years may seem to be double-counting. However, we
sbowed that this argument misinterprets the role of GNp·PI in the price
cap formula, and adjusting the entire price cap by (GNP-PI • X) in
subsequent yeu!' is necessary so that prices track costs.

IV. THE EFFECT OF FAS 106 ON PACIFIC BELL'S INTERSTATE PRICES

In this seetion. we combine the tbeoJ)' from the previoUl section with cost

estimates for OPEB expenses obtained from Pacific Bell We are informed that, as

a result of adoption of accrual accounting for OPEBs in 1993, Pacific BeU's interstate

revenue requirement (as if it were rate-of-return regulated) would increase by $29

million in 1993. We show that the effect of FAS 106 on the prices of other firms in

the economy is small so that the effect of the change to accrual accounting on th~

growth of GNP-P) is very small (Jess than 0.12 percent). Thus Pacific Bell's price cap

must also increase by close to $29 million (more than $27 million, as discussed below)

50 that its prices will cover its costs, and the intertemporal inequity by which future
•

ratepayers pay for current services will be eliminated.
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A. The Effect of .lAS 106 on Pacific Bell Costs is AppmZ&imat.cly 1,92 Pem:nl

A shift to accrual accounting for OPEBs would lead to an increase in 1993

expenses, primarlly because of the amortization of the historical OPEB liability. When

the amortization expires after 2008, there will be a symmetric reduction in expcn.~s

-
under accrual accounting relative to cash accounting. For a rato-of~retum·rcgulated

firm, this snift in expenses would generate a simUar shift in prices, reducing the inter­

generation inequity. < To insure that the change to accrual accounting for OPEBs also

eliminates the Inter-generation inequity for price~·regulated finns, we must pay

special attention to how the annual Z factor adjustments are made.

The Z·adjustmcnt to prices to account for FAS 106 should equal the change

in expenses attributable to FAS 106. In tumi the change in 1993 expenses attributable

to FAS 106 would equal the change in revenue requirements resulting from the change

from cash to accrual accounting for OPEEs.24 Specifically, let A, be the incremental

revenue requirement for OPEBs in year t under accrual accounting and C. be the

incremental OPEB revenue requirement under cash accounting. Then the 1993

proportional expense change ~El"3 would be

(5)

~pacific: BdJ', interstate expenses for OPESs rd1cct partial implemeatatioa ot accrual I«ountilli
in that P.c:We BeU I, c:urrcatly willg tax-deductible fundic. ¥Chide. for OPBBs. Thus, the c:haDge in
~ rcprescnL5 the c:rrcd& of Cull 1II1plementation or accrual accounUnJ.
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In accordance with the accounting requirements under FAS 106, Pacific Bell

has estimated the expenses that would be incurred under cash and accrual accoUDting

for OPEBs.25 For the interstate jurisdiction, OPEB revenue requirements under

accrual accounting would be SS9 million in 1993 compared with cash accounting

cxpen~el of 530 million. Therefore, Pacific" revenue would have to increase by $29

million in 1993 in order for the company's revenue to match wbat its 1993 expenses

would have been had the FCC adopted accrual accounting for OPBBs before price

caps were begun. This incre,&"e represents· a price increase of about 1.9Z percent,

based on an estimated Pacific BeU 1993 interstate revenue bDling base of abOUl 51,493

milliOn.26 Assuming the 1993 interstate revenue requirement is about $1,493 million.

application of equation (S) would produce a price increase of about 1.92 percent

(relative to prices under continued cash accounting for OPEBs) in the first year."l7

B. The Effect or FAS 106 on the GNP..PI Is I&ss ThID 0,11 Percent

Under price caps, a utility's exogenous cost changes will be fully recover~d

through changes in the GNP·PI if (i) they are of the ,ame relative size as for a

typical firm in the U.S. economy, and (Ii) the typical firm will pass through the

25A6 we uadcrlLand it.. PacifIC" CIlimatc of CXJ)CIlSCS uder accrual accoulltiag ii bucd on an
Accumulated Pou·rctircmeat Benellt Obliaatloa tkat hu beell reduced by the lasOUDt of the tax tr~

!uDdin, 'acific hal .trcady lDeurred. Withollt thll funclinc before the start of PAS 106 RqllircJI\cnl$, the
OPES cxpeDSea under acaval Ic;couDUug {or 1993 would be cromer.. '

Krbis cslimate il; CODSCrvaliYC (high) bccauac it iDdudcs utldpated rcftDUCI bef~ ahariDg.
RCYCDUCI &.hat just mfltched tbe beDcbsnark rate of retUl1l of 11.25 perceat would be lower, th\ll increasing
tbe percentage increase in exogcDOU& cxpellse&.

271$59 • $30)/$1,493 • 1.92%,

n~/r:a


